Overview
Recent changes in the global economy have led to an increasing focus on intellectual capital (IC). Factors such as globalisation, new technology, relatively free capital, increased competition, changes in customer demands, the demand for innovation and changes in economic and political structures, and the growing role of the state in supporting knowledge economies, are constantly reshaping the way business is carried out, and highlighting the importance of IC and IC reporting (ICR) for firms (Buckley and Carter, 2000; Garcia-Ayuso, 2003; Thorne and Smith, 2000; Volberda, Baden-Fuller and van den Bosch, 2001 ).
Several authors have taken a long-term view in defining and nature of IC, though their definitions have varied significantly (Edvinsson and Sullivan, 1996; Brooking, 1997; Edvinsson, 1997; Edvinsson and Malone, 1998; Stewart, 1997, p. x; Klein, 1998, p. 1; Nasseri, 1998; Saint-Onge, 1998; Ulrich, 1998; CMA, 1998, p. 3; ASCPA and CMA, 1999, p. 4; Knight, 1999) . For the purposes of this study, IC is defined as knowledge that can be converted into value (Edvinsson and Sullivan, 1996, p. 358) . The IC held by a firm can be thought of as a form of 'unaccounted capital', to borrow a term used in the traditional accounting system. This 'unaccounted capital' can be described as the knowledge-based equity that supports the knowledge-based assets of a firm. IC includes both intellectual assets (IFAC, 1998, p. 12) and intellectual liabilities (Caddy, 2000, pp. 141-142) .
There is however little discussion in the literature in relation to a definition of the reporting of IC. Therefore this paper refers to the definition proposed by Abeysekera and Guthrie (2002) of ICR as "external reporting intended to meet the information needs common to users who are unable to command the preparation of reports about IC tailored so as to satisfy, specifically, all of their information needs".
While several ICR studies have been carried out in developed nations, there is a dearth of research on the ICR practices of firms located in developing nations and, in particular, of comparative studies with firms in developing nations. This study seeks to fill this gap -a gap that has become increasingly significant as developing countries find themselves competing with firms in developed countries due to globalisation, lower transaction costs, and more freely available capital. As Daley (2001, p. 5 ) points out, in today's knowledge economy the competitive advantage of firms lies in IC attached to products and services, rather than in the actual products or services themselves. In addition, globalisation and the resulting relatively free flow of capital between countries have increased investor interest in investing in developing economies such as Sri Lanka, in order to maximise their accumulation of capital. As a result, the Colombo Stock Exchange (CSE) is heavily dependent on foreign investment, making firms listed on the CSE increasingly vulnerable to flows of international capital migration (CSE, 1998, p. 33; 1999, p. 50; 2000, pp. 34, 67) .
Sri Lanka has been chosen as the location for the study of ICR in a developing nation for five reasons. First, Sri Lanka is a lower middle-income country that typifies a developing nation (UNDP Sri Lanka 1998, pp. 5, 42) . Second, as a way of directing the country's economy toward a knowledge-based economy, the Sri Lankan government offers reduced corporate taxation rates and exemptions from direct and indirect taxation to both foreign and local investors (BOI, 2000; .
Third, the Sri Lankan government heavily invests in maintaining a skilled labour force and a high literacy level, which makes it easier for investors to maximise their return on capital (The World Bank, 2004). Fourth, recent amendments to the Intellectual Property Act 1979, which were implemented to further push Sri Lanka towards a knowledge-based economy, have strengthened the mechanisms for the creation and enforcement of property rights, which is a crucial factor in attracting foreign investors (Code of Intellectual Property Act No.40 2000; USAID, 1998, pp. 7-8; Wickremaratne, 2000) . Fifth, the decided reluctance of accounting regulators and company lawmakers to implement regulations has given firms no choice but to make voluntary disclosure (The Sunday Times, 1999a; 1999b) .
This study attempts to report findings in relation to ICR practices in a developing nation, Sri Lanka, and then compare them with a previous study of a developed nation, Australia. The study has used an established framework on ICR to determine the variables of IC that cause such differences. It then argues for a policy framework for consistent and comparable ICR that would allow for more meaningful decisionmaking on resource allocation by users. This is important, given the fact that accounting regulators such as International Accounting Standards Board (IASB) have long ignored the importance of such a framework in recognising IC in financial statements.
To achieve the abovementioned aim, section 2 of this paper reviews the current literature on ICR and the existing ICR frameworks. Section 3 outlines the research method used in this study, namely, the content analysis method, and argues for the appropriateness of its application to annual reports. Section 4 reports on the results of our investigation by outlining the differences in ICR between the two countries.
The paper then concludes by outlining the limitations of this study and suggesting areas for future research. Last section offers concluding remarks in relation to developing a policy framework for a consistent ICR regime that can be evaluated comparatively with that of other countries.
Literature Review
Until recently few firms had attempted to measure and assess IC (Guthrie and Petty, 2000; Litschka, Markom and Schunder, 2006) . This situation has experienced a rapid turnaround and there are currently several frameworks on offer for measuring and reporting IC. An early attempt at providing such a model was made by Brooking, who classified IC items into four major IC categories (Brooking, 1996, pp. 12-81, 129; Brooking 1997) . These categories were: assets which give the firm power in the market place, such as trademarks, customer loyalty, repeat business and so on; assets representing property of the mind such as intellectual property (patents, trademarks, copyright so on); assets which give the firm internal strength, such as corporate culture, management and business processes, strength derived from IT systems and so on; and, assets derived from the employees of the firm, such as knowledge, competencies, work related know-how, networking capability and so on. The prudent approach adopted by IASB in setting IFRS (such as applying impairment test on assets and writing off intangibles which cannot be objectively verified in reference to an active market) alters the reporting value rather than fair value of the firm.
Further, the prudent approach adopted by IFRS has increased the 'unexplained' gap between the fair price and the reported value (net book value) of the firm. Since investors are not fully aware of the gap between the fair value and reported value of the firm (Lev, Sarath and Sougianis, 1999) , this information gap creates two broad classes of investors: those that have access to information relating to the 'unexplained gap' (perhaps shared at private meetings) and those that don't (Marr, Mouritsen and Bukh, 2003) . The investors who have access to information that explicates the 'unexplained gap' can make better economic decisions as compared to those without the information.
Five major IC frameworks have been identified in the literature. These are: (i) structures holding intellectual assets (Sveiby, 1997a, pp. 93, 11-12, 165) , which focuses on intellectual assets; (ii) assets representing IC (Brooking, 1996, pp. 13-15, 129; 1999, pp. 153-155) , which focuses on intellectual assets; (iii) strategic root and measurement root (Roos, Roos, Dragonetti, and Edvinsson, 1997, p. 15) , which focuses on reporting IC from a strategic perspective; (iv) a combination of assets and capital representing IC (SMAC, 1998, p. 14; IFAC 1998, p. 7; Dzinkowski, 2000) , which is an extension of the assets representing IC model; and (v) capital holding IC items (Edvinsson, 1997; Edvinsson and Malone, 1998; Edvinsson and Sullivan, 1996) , which has been modified by others Stewart, 1997, pp. 229-246) and which discusses IC in relation to capital categories.
The IC framework represented by capital categories (internal, external, and human) adopted in this study has been successfully used in previous empirical research (Abeysekera and Guthrie, 2004; 2005) .
Annual reports are an ideal research location for applying the IC framework because they provide a good proxy with which to measure the comparative positions and trends of IC between firms, industries and countries (Abeysekera, 2001) . Also, annual reports are an instrument through which firms communicate their issues and messages in a comprehensive and compact manner. Further, they are produced on a regular basis and offer an opportunity for a comparative analysis of management attitudes and policies across reporting periods (Niemark, 1995, pp.100-101) .
Much of the published research has used annual reports as source documents to ascertain the status of the IC of firms, both within countries (Abeysekera and Guthrie 2005; Brennan, 2001; Bozzolan, Favotto, and Ricceri, 2003; Guthrie and Petty, 2000) and between countries (Vandemaele, Vergauwen and Smits, 2005) .
Researchers in Australia (Guthrie and Petty, 2000) have undertaken an empirical examination of Australian organisational practice in reporting IC using content analysis by examining annual reports of the top 20 firms by market capitalisation. In undertaking their research, the authors used the IC framework developed by Sveiby (1997b) and categorised IC into internal structure (internal capital), external structure (external capital) and employee competence (human capital). Their study revealed that key components of IC are poorly understood, inadequately identified, inefficiently managed and inconsistently reported in Australian annual reports. On the whole, firms do not have a consistent framework for reporting IC. Even the Australian 'best practice' firm is in need of a comprehensive management framework, especially for reporting IC information. Interestingly, where IC is in fact reported, entrepreneurial spirit is the most frequently reported attribute.
Other findings of the Australian study include the observation that reporting external capital was more in favour with large (by market capitalisation) firms. This can be understood in the light of the emphasis in recent years on rationalising distribution channels, reconfiguring value chains and re-assessing customer value through exercises such as customer profitability analysis. Guthrie and Petty (2000) identified that most of the IC information reported was on external capital (40%). Reporting of human capital (30%) and internal capital (30%) were evenly distributed.
Guthrie and Petty (2000) concluded from their research that Australian firms appear to have taken a conceptual rather than a practical approach to reporting IC. The often-stated claim made in annual reports that human capital represents the most important assets of the firm is not supported by the IC items reported and measured in the remaining sections of the annual report. In other words, there is a gap between the stated recognition of the importance of IC (the rhetoric) and actual steps taken to place ICR on the agenda of Australian firms and public policy (the reality).
Consequently Australian firms do not compare favourably with several European counterparts in terms of their ability to manage, develop, support, measure and report IC.
The Australian study by Guthrie and Petty (2000) provides a helpful point of comparison for this study of ICR in Sri Lanka, for four reasons. First, this study has adopted an IC framework that is consistent with that used by the Australian study.
Second, Australia represents a typical developed nation while Sri Lanka represents a typical developing nation. Third, both studies have undertaken a comprehensive ICR analysis using annual reports as their source document and content analysis as their methodology. Fourth, both studies reviewed annual reports during the same period: .
the Australian study reviewed annual reports of 1999 and the Sri Lankan study reviewed annual reports between 1998 and 2000, with controlled variations to compensate for the time difference.
Research methods
The sample used for this study consists of the top 30 listed firms in the Colombo Stock Exchange (CSE), selected according to market capitalisation, for two consecutive years ending 31 December 1998 or 31 March 1999, and 31 December 1999 or 31 March 2000. Taking into account the experience of previous IC research, this study has attempted to control the size effect to some extent by selecting the sample of firms by market capitalisation (Guthrie and Petty, 2000) . This study uses the annual reports of firms as its source of information. Empirical evidence suggests that annual reports provide an opportunity for firms to expand their communication with investors by going beyond the reporting of purely financial information (Cameron and Guthrie, 1993) , and to show leadership and vision by reflecting the values and position of the firm (Niemark, 1995, pp. 100-101; Clackworthy, 2000) .
In analysing annual reports, the content analysis method is used. Content analysis is defined as a technique for gathering data that consists of codifying qualitative information, in anecdotal and literary form, into categories in order to derive quantitative scales of varying levels of complexity (Abbott and Monsen, 1979, p. 504 ).
The content analysis was undertaken as follows. Qualitative data was recorded in the coding sheet, using an IC framework that incorporates the internal capital, external capital and human capital sub-categories of IC. The coding sheet recorded the frequency analysis for the 45 IC items adopted from IC models and from previous research (Zubbarao and Zeghal, 1997; Guthrie and Petty, 2000) . This paper defines an IC item as an IC attribute. The existence of one or more attributes gives rise to an IC sub-category. The categorisation of IC items into 45 categories enabled this study to identify IC attributes at their basic level. These IC items comprise 25 items of human capital, 10 items of external capital, and 10 items of internal capital. The study focused on human capital items because Sri Lanka has a high literacy rate employee-related measurements. The training and development sub-category comprises know-how, vocational qualifications, career development and training programs. The equity issues sub-category comprises equity issues relating to race, gender, religion and disability. The employee relation sub-category comprises union activity, employees being thanked, employees being featured and employee involvement in the community. The employee welfare sub-category comprises employee and executive compensation plans, employee benefits, and employee share and option ownership plans. The employee-related measurements sub-category comprises value-added by employees and executives, employee numbers, professional experience, education levels, expert seniority and age of employees (Subbarao and Zeghal, 1997) . The IC information collected from the analysis of annual reports was coded separately for two consecutive years. Each IC item was recorded by frequency of occurrence, under each IC category. The units of information were double-checked to ascertain the correct quantification of coded content in annual reports.
Results and discussion
Our study of Sri Lankan firms examined ICR in greater detail than that of the Australian study undertaken by Guthrie and Petty (2000) . Nevertheless, the discussion of results in this paper is confined to those ICR categories, sub-categories and items that are common to both studies and that point to a sizeable difference between the two countries. These differences are outlined in Table I . <Take in Table I> The rest of this section of the paper provides an overall comparison of ICR practices, ICR categories and ICR sub-categories and items between Sri Lanka and Australia.
However, at the outset, four methodological differences must be considered when comparing the Australian and Sri Lankan studies. First, the framework used in the Australian study had fewer attributes in human capital than the framework used in the Sri Lankan study. Second, the present study covers two consecutive years of 
Overall findings
In line with the previous research carried out in Australia, the present study found that firms in Sri Lanka did not have a theoretical framework for ICR (Guthrie and Petty, 2000) . While a small number of annual reports in Australia, namely those of Lend Lease and Morgan & Banks, had a separate section to describe IC (Guthrie and Petty, 2000) , such descriptive analysis was completely non-existent in the annual reports of the Sri Lankan sample. It could be argued that having an exclusive section for IC in the annual report could attract the unwanted attention of regulatory bodies of both nations. Therefore, it is possible that firms are more inclined to present ICR in an ad hoc fashion in annual reports. As Cooper (1980, p. 164) explains, accounting is a means of sustaining and legitimising a firm's social, economic and political arrangements. Within this construct, accounting reports are viewed as a means of creating, sustaining and legitimising these arrangements in the interests of the firm (Guthrie and Parker, 1990 ).
The analysis of the annual reports of Sri Lankan firms suggests that, of the three IC categories, external capital is the most reported, and human capital is the second most reported IC category. Similar conclusions have been reached by researchers in Australia (Guthrie and Petty, 2000) and in Ireland (Brennan, 2001) . however in Sri Lanka human capital was found to be relatively more reported as an IC category.
Based on these findings, some researchers can conclude that, in Sri Lanka, human capital is not the most important IC category in practice, despite public pronouncements to the contrary made by some firms. However, such a conclusion can be challenged on two grounds. First, firms may have designed their annual reporting in such a way as to set and reflect their economic, political and social arrangements, without necessarily directly reporting IC elements. ICR frequency on annual reports alone does not necessarily offer a guide to the level of importance placed on human capital within the firm. Second, firms in Sri Lanka are more inclined to view employees as human capital rather than labour. Employees can be treated as assets when firms are dependent on people for their knowledge, however employees can be treated as labour when firms are dependent on technological systems that hold the codified knowledge of employees. other developed nations into their firms (Ueng, Kim and Lee, 2000) .
On the other hand, Sri Lankan firms reported more on brand building compared to their Australian counterparts. One explanation for this might be that nearly a one third of firms in the Sri Lankan sample are largely owned by multinationals. These multinationals have access to a large array of resources within their global group of firms that are generally not available to other firms. Annual reports reveal that multinationals market these global branded products locally to maximise their reproduction of their capital. The previous literature also confirms that branded products are at the highest end of the profitability chain, thus enabling them to maximise their capital through growth in profits and in the market value of the firm (Daley, 2001) . Therefore, the strength of this sample of firms, dominated by multinationals, lies in its access to branded products. It appears that these firms make a point of reporting their internationally acclaimed brands in order to attract investor capital into their firms.
Human capital
The proportion of ICR of human capital in Sri Lanka (36%) was higher than that of Australian firms (30%). This is no doubt a factor of Sri Lankan culture, where relationships between employees and the firm are far more important than in developed countries. Thus the Sri Lankan case contributes to a better understanding of the 'entity' view of the firm, which argues that the relationships between employees and the firm are the most important factor in retaining employees. In contrast, the 'agency' view of the firm, which is an organisational theory most widely accepted at present, assumes that there exists a certain, narrowly defined kind of relationship between investors and managers. This understanding is based on the implicit assumption that the firm is a bundle of assets delegated by owners to managers who are charged with the task of managing these assets (Blair, 1999, pp. 58-90) . Within this framework, the term 'agency' refers to the delegation of decision-making rights, which are normally associated with the investors of the firm, to managers. These delegated rights include the right to control labour as a means of economising the overall running of the firm (Armstrong, 1991) . However, as proponents of the entity view point out, modern management is increasingly interested in addressing the complex role of human input into the life of the firm, and is increasingly cognisant of the fact that human capital cannot be treated as something separate from corporate governance (Blair, 1999, pp. 58-90) .
In line with the above, it appears that firms in Sri Lanka tend to rely on their employees' tacit knowledge base from which to leverage the firm's knowledge, rather than concentrate their energies on the direct codification of knowledge. This is accomplished by encouraging an emphasis on relationship building within the firm, and by indirectly promoting 'communities of practice' among employees. This practice is similar to that of many successful Japanese firms, as found by Nonaka (1991) . In the Japanese study, it was found that knowledge creation was viewed as a process of tapping into the tacit knowledge, insights, intuitions and hunches of employees, on the basis that new knowledge finds its beginnings in the individual.
The government of Sri Lanka is also concerned about how firms utilise human capital. This is no doubt motivated by the government's heavy investment in the education sector (UNDP Sri Lanka, 1998, pp. 5-42) . It is possible that firms in Sri
Lanka are more proactive (as compared to Australia) in reporting human capital to avoid any unwelcome government regulation of the use of human capital (Abeysekera (forthcoming), 2007) . The cultural differences between Australia and Sri Lanka also undoubtedly play a role in this phenomenon, however a discussion of cultural factors is beyond the scope of this study.
In relation to human capital, entrepreneurial skills were the most frequently reported attribute of human capital in Australia, whereas they were among the least reported attributes in Sri Lanka. This difference can be attributed to cultural, social, and economic factors. In particular, it could be due to firms in Sri Lanka borrowing research and development know-how from overseas firms, as a result of which Sri
Lankan firms do not demand a high level of innovation from their employees. Conversely, firms in Sri Lanka cannot multiply their capital through comparable entrepreneurship because it has a low price market that is typical of a developing nation. Thus, Isaak (1991, p. 169-171) points out that, on a global level, the product cycle almost always begins in high-income market economies such as Australia.
When the product has reached standardisation of production, it becomes cheaper to produce in a low wage developing economy such as Sri Lanka, using the technologies recycled by developed countries such as Australia to maximise their capital accumulation (Isaak, 1991, p. 169-171) .
This comparison between Australia and Sri Lanka points to a differences in values.
It seems that Sri Lankan firms are more results driven in their assessment of human capital, emphasising the recognition of employee contribution to the firm and reporting on value added by employees. Australian firms, on the other hand, seem to be more process driven, emphasising the entrepreneurial qualities of employees and their work related knowledge. Inasmuch as it is possible to generalise from this brief comparative analysis between Sri Lanka and Australia, it can be argued that the differences between human capital reporting of firms located in developing and developed nations can be attributed to the differences in their political, social and economic institutional norms, institutions and frameworks. There is however a point of similarity between the behaviour of firms in the developing and developed worlds: firms in both types of economies voluntarily report human capital as a way of shaping the standards of human capital reporting in their country.
Internal capital
The proportion of ICR of internal capital by firms in Sri Lanka (20%) was less than in Australia (30%). The most reported IC items by Australian firms were management philosophy and culture. Brooking (1996, p. 62 ) defines management philosophy as "the way leaders in the firm think about the firm and its employees".
Management philosophy is often communicated through mission statements and has a substantial effect on organisational culture. Although Guthrie and Petty (2000) have not offered any reasons for the high reporting of management philosophy and culture in Australia, it could be due to the fact that Australian firms are far more established, competitive and therefore more focused on long term goals than their Sri Lankan counterparts. Interestingly, the present study found that recently privatised firms in the Sri Lankan sample had no mission statements but were in the process of developing them.
The internal capital item most reported by Sri Lankan firms was management processes. This can be explained in two ways. First, it appeared that Sri Lankan firms were embracing technological systems to replace routine administrative tasks, thus displacing semi-skilled and unskilled employees. Thus the focus of management processes could be a way of diverting the attention of the government that might otherwise try to impose stricter labour laws or mandate firms to take a greater responsibility in addressing unemployment. Second, of the focus on reporting management processes could be aimed at showing support for the government's knowledge-based economy agenda, by implying that firms promote knowledge sharing and knowledge creating environments for its workers.
In the internal capital category, the incidence of ICR of intellectual property was higher among Australian firms than among Sri Lankan firms. It could be argued that this is due to the Australian government being more supportive than the Sri Lankan government of the entrepreneurial culture in its country, and the fact that more comprehensive laws are in place in Australia to protect intellectual property rights.
Clearly, the development and enforcement of more robust intellectual property laws in developing nations such as Sri Lanka would increase the willing transfer of technology from developed nations (Bosworth and Yang, 2000; Romer, 1998, pp. 213; 218) .
Concluding remarks
This study brings to the fore important policy issues for Australia, Sri Lanka and entities in Australia (Howieson and Langfield-Smith, 2003; Miller, 2003) . Sri Lanka, on the other hand, has been utilising IFRS for some time, with little or no modification to their original accounting standard setting framework (SLAS, 1997; .
The problem with the IFRS is that, in many ways, it represents a step backwards in the measurement and reporting of IC. While there has been a shift in focus in the global and national economies from tangible to intangible assets (Simister, Roest and Sheldon, 1998, p. 2) , the IFRS has in fact reduced the amount of intangibles recognised in financial statements (Vergauwen and van Allem, 2005) . The IASB has provided a more convenient (and therefore less adequate) definition of intangibles that is limited to the reporting of 'reliable' information, to the exclusion of 'relevant' information that is often more difficult to measure and report. This has forced firms to resort to alternative measures to report their IC items that are not normally recognised in a firm's financial statements, in order to provide relevant decisionmaking information to the users.
The IAS 38 of the IASB proposes to define an intangible asset as an identifiable non-monetary asset without physical substance (Picker and Hicks, 2003) . An asset meets the identifiability criterion when it is characterised by one or the other of the following two definitions: (i) it is separable, that is, it is capable of being separated or divided from the entity and sold, transferred, licensed, rented or exchanged, either individually or together with a related contract, asset or liability; (ii) it arises from contractual or other legal rights, regardless of whether those rights are transferable or separable from the entity or from other rights and obligations (IAS 38; Picker and Hicks, 2003) . Further, contextual factors such as globalisation, the decreasing trade barrier, and more freely available capital, have increased the competition faced by firms in most nations across the globe. The increasing reliance of firms on IC for competitive advantage has also amplified the need to examine comparative, comparable and timely ICR practices of firms for resource allocation decisions. An approach that accommodates and upholds those practices can substantially improve the credibility of financial reporting as a source of relevant information to users.
